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The Federal Open Market Committee routinely refers to resource 
utilization in its assessment of U.S. inflation risks. In the press release fol-
lowing its January meeting, for example, the FOMC noted that although 
core inflation had moderated, “the high level of resource utilization has the 
potential to sustain inflation pressures.” 
Other central banks frequently explain their monetary policy deci-
sions in similar terms. In its February 2007 Inflation Report, for example, 
the Bank of England noted that “in the short to medium term, inflation is 
influenced by the balance between the demand for private sector output 
and the supply available to meet that demand. That balance reflects, in turn, 
the degree of spare capacity within businesses and conditions in the labor 
market.” 
In the past, the focus
was largely on   
domestic slack. 
Now, some analysts   
contend the ongoing 
process of globalization 
requires policymakers 
 to look at global 
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The production-function   
approach arrives at 
potential output by 
determining the 
economy’s available   
stocks of labor and 
capital, then combining 
these endowments 
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Multifactor Productivity Levels Climb Steadily
Log scale








2004 2002 2000 1998 1996 1994 1992 1990 1988
Trend
Actual
The big, emerging market 
economies lack some
 of the most fundamental   
ingredients needed to 
construct a measure of   























































Output Gaps Move in Sync
Percent













U.S. Inflation Correlates with Output Gaps
SOURCES: OECD Economic Outlook; Bureau of Economic Analysis.
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                                           Labor input
   Share of               
   global GDP    Capital      Participation  Unemployment  Average
    (percent)  GDP  input  Population  rate  rate  hours worked
China  13.5  Yes  No  Yes  Yes  Urban  No   
             areas only
India  6.0  Yes  Quality  Yes  Yes  Yes  No
       questionable
Brazil  2.7  Yes  No  Yes  Yes  Yes  Manufacturing
               only
Russia  2.5  Yes  Quality  Yes  Yes  Yes  No 
       questionable
SOURCES: Haver Analytics; Bloomberg; national statistical web sites.
Table 1
What the BRICs Measure
Significant hurdles 
must be cleared before
the traditional 
production-function   
approach to measuring 
output gaps can be 













































Wynne is a senior economist and vice presi-
dent and Solomon an economic analyst in the 
Research Department of the Federal Reserve Bank 
of Dallas.
7          FedeRAl ReseRVe BANk oF dAllAs              EconomicLetter             
Table 2
Correlation Between Output Gaps  
and Subsequent U.S. Inflation
  Correlation  Correlation  Correlation
  with  with  with
  U.S. gap  G-7 gap  OECD gap
1970–2005  .47  .42  .23
1970–1989  .53  .51  .36
1990–2005  .07  –.15  –.13
1970–1994  .50  .45  .26
1995–2005  .13  .05  .06
NOTES: The G-7 correlation for the 1970–89 period is for 1971–89; the OECD correlation 
is for 1979–89. Data are quarterly.
SOURCES: OECD Economic Outlook; Bureau of Economic Analysis.
Chart 5
Revisions Plague Estimates of OECD Output Gap
Percent
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1 This is a very traditional definition. The modern 
literature on the theory of monetary policy (as 
exemplified by Michael Woodford’s Interest and 
Prices) defines output gaps somewhat differ-
ently, as the deviation of actual output from what 
it would be in a frictionless world. 
2 In each case, the trend value is estimated 
using the Hodrick–Prescott filter with smoothing 
parameter equal to 1600.
3 A mathematical formula shows how these ele-
ments are combined to arrive at an estimate of 
potential GDP:
GDP A POP LFPR
NAIRU HRS K
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where  GDP denotes potential GDP,  A  is trend 
multifactor productivity, POP  the working-age 
population (usually those aged 15–64),  LFPR  
the trend rate of labor force participation, 
NAIRU the non-accelerating inflation rate of 
unemployment, HRS  the trend level of annual 
hours worked per employee, K  the capital stock 
and a the average share of labor income in 
national income. The output gap is defined as
Gap GDP GDP = − .
4 Details of the OECD’s approach are given 
in “New OECD Methods for Supply-Side and 
Medium-Term Assessments: A Capital Services 
Approach,” by Pierre-Olivier Beffy, Patrice 
Ollivaud, Pete Richardson and Franck Sédillot, 
OECD Economics Department Working Paper no. 
482, July 2006.
5 Czech Republic, Slovak Republic and Poland 
are excluded because GDP data adjusted for 
purchasing power parity do not go back to 1975 
for these countries. 
6 “Capital Formation and Economic Growth in 
China,” by Gregory C. Chow, Quarterly Journal of 
Economics, vol. 108, August 1993, pp. 809–42. 
7 See, for example, “Capital Accumulation in 
Latin America: A Six Country Comparison for 
1950–89,” by André A. Hofman, Review of 
Income and Wealth, vol. 38, December 1992, pp. 
365–401, and  “Estimativa do estoque de rique-
za tangível no Brasil, 1950–1998,” by Adalmir 
A. Marquetti, Nova Economia, vol. 10, December 
2000, pp. 11–37. 
8 See, for example, “National Wealth Estimation 
in the USSR and the Russian Federation,” by  
Leonid I. Nesterov, Europe–Asia Studies, vol. 49, 
December 1997, pp. 1471–84, or “Measuring 
the Capital Stock in Russia: An Unobserved 
Component Model,” by Stephen G. Hall and 
Olivier Basdevant, Economics of Planning, vol. 
35, issue 4, 2002, pp. 365–70.
9 See “National Accounts Statistics Sources 
and Methods, 1989,” from the Indian Ministry 
of Statistics and Programme Implementation, 
Central Statistical Organization, http://mospi.nic.
in/nas_snm.htm.
10 The December 2006 issue of Economic Letter 
addresses how revisions to economic statistics 
can complicate the job of economic policymak-
ers. Available at www.dallasfed.org/research/
eclett/2006/el0612.html.